Recently in several states local organizations of corporate trustees have subjected the Uniform Act to study and have modified it to some extent and either procured its passage, as in Louisiana and Oklahoma, or have prepared for presentation to their several legislatures drafts which have not yet been enacted into law, as in CaliforniaX 4 and Minnesota.-Other states have not yet adopted the Uniform Act or used it as a model, but have adopted piecemeal laws covering portions of the field. 6 The Uniform Principal and Income Act was introduced in the 1939 session of the Illinois Legislature at the instance of the local Commission on Uniform Laws, but was withdrawn due to opposition by organizations of corporate trustees in Illinois who urged that they be given time to study the act, confer with the local Commissioners on Uniform Laws, and decide whether they could back the statute in its original or a modified form. During the autumn of 194o and the winter and spring of 1941 conferences were held between the Illinois Commission on Uniform Laws and representatives of the Trust Division of the Illinois Bankers' Association and the Chicago Fiduciaries Association, and a modified form of the Uniform Principal and Income Act was agreed upon for introduction in the 1941 General Assembly. Representative Franklin U. Stransky of Savannah introduced the bill in the house. It was passed by the legislature and signed by Governor Green on July 17, 1941. 17 The Illinois act applies only to estates and trusts created after the effective date of the act. If the estate or trust is created by deed inter vivos, it is not affected by the 1941 act unless the deed went into effect on or after July 17, 194:; and if the estate or trust is created by will, the Illinois act does not apply unless the testator died on or after July 17,, 1941. Life estates, remainders, and trusts created before July 17, 1941, are governed by the pre-existing case and statute law, but such estates and trusts created on or after July 17, 1941, must be created and administered with this new statute in mind.
The object of this article is to assist lawyers, judges, and corporate or individual trustees who may be considering this statute in connection with the creation, administration, or construction of legal or equitable interests in realty or personalty. The method pursued will be to quote the i94i Illinois act, section by section, and add to each section relevant comment and illustration. The difficulty of the subject seems to warrant numerous examples of the operation of the act, although to some experts a portion of the illustrations may appear elementary. In the short space which can be allotted to this paper it is impossible to give an exhaustive treatment" s of the points raised by the act. One can do no more than state its general effect and give guides to its interpretation.
Section z. Definition of Terms.
"Principal" as used in this Act means any realty or personalty which has been set aside or limited, by the owner thereof or by a person thereto legally empowered, so that it and any substitutions for it are eventually to be conveyed, delivered or paid to a person, while the return therefrom or use thereof or any part of such return or use is in the meantime to be taken or received by or held for accumulation for the same or another person;
"Income" as used in this Act means the return derived from principal;
"Tenant" as used in this Act means the person to whom income is presently or currently payable, or for whom it is accumulated or who is entitled to the beneficial use of the principal presently and for a time prior to its distribution; "Remainderman" as used in this Act means the person ultimately entitled to the principal whether named or designated by the terms of the transaction by which the principal was established or determined by operation of law;
"Trustee" as used in this Act includes the original trustee of any trust to which the principal may be subject and also any succeeding or added trustee.
Words importing the singular number include the plural and words importing the plural number include the singular.
This section follows the Uniform Act, except for the addition of the last sentence. "Tenant" is broad enough to include the owner of a legal estate Xs For a more complete discussion of the subjects covered by the Illinois Principal and Income Act of 1941, consult Bogert, Trusts and Trustees, § § 8o2-8o5, 8ii, 816-32, 843-57 (1935) ; Scott, Trusts § § 232-41 (1939) ; Nylund, The Uniform Acts Relating to Trusts, i6 Chicago-Kent L. Rev. 8I, (1938). for years or for life and a trust beneficiary with an interest of similar size, and "remainderman" covers the holders of both the legal and equitable ultimate estates, when the definitions are read in connection with Section 2.
Section 2. Application of the Act-Powers of Settler. This Act shall govern the ascertainment of income and principal, and the apportionment of receipts and expenses between tenant and remainderman, in all cases where a principal has been established with or, unless otherwise stated hereinafter, without the interposition of a trust; except that in the establishment of the principal provision may be made touching any or all matters covered by this Act, and the person establishing the principal may himself direct the manner of ascertainment of income and principal and the apportionment of receipts and expenses or grant discretion to the trustee or other person to do so, and such provision and direction, where not otherwise contrary to law, shall control notwithstanding this Act.
Section 2 of the Uniform Act is copied. It is important to notice that the act applies where a deed or will creates temporary legal interests followed by remainders, as well as where trusts are established.
Illustration i.-On August i, 1941, the owner in fee of a farm dies, devising it to his widow for life, remainder to his son. The act applies to receipts and expenses of the farm during the life of the widow, except where otherwise expressly stated in the act, and unless the testator otherwise provided.
Illustratiorn 2.-On September x, 1941, the owner of corporate stock transfers it to a trust company to hold in trust for A for ten years, and then to sell and divide the proceeds between B and C, and directs that all stock dividends received on the stock during the ten year period shall be treated as income for A. The act applies to the trust during the ten year period, except that the disposition of stock dividends is controlled by the terms of the trust instrument, instead of by Section 6 of the act.
The Oklahoma Trust Act of i941 (sec. 26) applies to legal estates, as does the California draft (sec. 2); but the Louisiana Trust Estates Act of 1938 (sec. 68) and the Minnesota proposed Trust Administration Act (sec. 2o) do not apply to legal interests. Section 3. Income and Principal-Disposition. (i) All receipts of money or other property paid or delivered as rent of realty or hire. of personalty, or dividends on corporate or trust shares payable other than in shares of the corporation itself, or dividends representing income from a trust or interest on money loaned, or interest on or the rental or use value of property wrongfully withheld or tortiously damaged, or otherwise in return for the use of principal, shall be deemed income unless otherwise expressly provided in this Act.
(2) All receipts of money or other property paid or delivered as the consideration for the sale or other transfer, not a leasing or letting, of property forming a part of the principal, or as a repayment of loans, or in liquidation of the assets of a corporation, or a trust, or as the proceeds of property taken on eminent domain proceedings where separate awards to tenant and remainderman are not made, or as proceeds of insurance upon property forming a part of the principal except where such insurance has been issued for the benefit of either tenant or remainderman alone, or otherwise as a refund or replacement or change in form of principal, shall be deemed principal unless otherwise expressly provided in this Act. Any profit or loss resulting upon any change in form of principal shall enure to or fall upon principal.
(3) All income after payment of expenses properly chargeable to it shall be paid and delivered to the tenant or retained by him if already in his possession or held for accumulation where legally so directed by the terms of the transaction by which the principal was established; while the principal shall be held for ultimate distribution as determined by the terms of the transaction by which it was established or by law. This is Section 3 of the Uniform Act. It states the pre-existing Illinois law regarding stock dividends in stock of subsidiaries or affiliates of the declaring corporation, and it settles a disputed point regarding profits on the sale of stock where the profit was due to accumulated, undistributed earnings.
Illustration x.-S creates a trust on September 1, 1941, with A as life beneficiary and B as remainderman beneficiary. A part of the trust property is stock in the X Corporation which has as a subsidiary the Y Corporation, the larger part of whose stock is held by the X Corporation. The Y Corporation declares a stock dividend and the X Corporation distributes the stock of the Y Corporation, which the X Corporation receives on this stock dividend, to the stockholders of the X Corporation as a dividend. The trustee of S's trust receives stock of the Y Corporation in this way. He should treat it as income of the trust, distributable to A, unless the corporation in issuing the dividend designates it as a distribution of capital assets.
Illustration 2.--In the trust described in Illustration i above, the trustee owns stock of the Z Corporation which fails to declare dividends for several years, and instead adds earnings to surplus. The trustee sells this stock at a considerable advance over the value it had when the trust began to hold it, due at least in part to the dividend policy of the Z Corporation and increased book value. The entire proceeds of this sale should be added by the trustee to the principal of the trust. It would be improper to pay that part attributable to undistributed earnings to A, the life beneficiary.
This section is copied without substantial change in Louisiana (sec. 69), Oklahoma (sec. 27), and the California draft (sec. 3), but in the Minnesota draft (sec. 21) Subsection 3 is omitted.
It is in harmony with the Restatement of Trusts, Section 233, Comments a and b.
There is ample common law authority supporting the provisions of the section dealing with eminent domain allowances, 19 insurance money, 20 sums received in settlement of claims, x and profits on the sale of trust property aside from corporate stock.22 With regard to profits on the sale of corporate stock, there are several cases allotting to the life tenant such part of the profit as can be shown to be due to accumulated undistributed earnings of the corporation,2 but the better rule is believed to be that such profits are to be treated as capital.24
Sectioin 4. Apportiomnent of Income.
(i) Whenever a tenant shall have the right to income from periodic payments of interest and such right shall cease and determine by death or in any other manner at a time other than the date when such periodic payments of interest should be paid, he or his personal representative shall be entitled to that portion of the income from such periodic payments of interest next payable when the same shall have been collected which amounts to the same percentage thereof as the time elapsed from the last due date of such periodic payments of interest to but not including the day of the determination of his right is of the total period during which such interest would normally accrue. Except as herein above provided there shall be no apportionment of income as between said tenant or his estate and the succeeding tenant or remainderman and the remaining portion of the income from periodic payments of interestand all other income whether periodic or otherwise, which becomes payable subsequent to the expiration of the preceding estate including, but not limited to, rents and annuities shall be paid to the person next entitled to income by the terms of the transaction by which the principal was established. The provisions of this sub-section shall apply whether an ultimate remainderman is specifically named or not.
(2) Income which, at the time the principal is established, other than when established by the Will of a deceased person, has been earned or accrued to the date of such establishment but which is not payable or which is due but has not yet been paid, shall when received, be treated as income and disposed of as is provided with respect to income in sub-section (3) of Section 3. (3) In respect to the Will of a person dying after this Act takes effect, all income from real and personal property which has been earned or accrued to the date of death of such testator but which is not yet payable or which is due but has not yet been paid and which is not payable to others or otherwise disposed of by the Will, shall when received be added to the principal of the estate.
This section covers the same topic as Section 4 of the Uniform Act, but differs materially from it. The Uniform Act provides for apportionment of all income, except dividends, when a tenant dies, and for the apportionment of all income when a tenant's right accrues in the middle of a periodic payment period. The Illinois act requires the apportionment of interest only where a tenant's right ceases between payment dates, and as to the case of income accrued or payable at the time the first tenant's rights are established it differentiates the case of deeds from that of wills. In the case of a deed or living trust income accrued at the time the trust is established, whether payable or not, is, when later collected, deemed income; while like income in the case of a will is, when collected after the will goes into effect, to be treated as principal.
Illustration i.-S on October i, 1941, establishes a trust of bonds and real estate for A for life, remainder to B. A dies on January I, 1942. Interest on the bonds is payable December i and June i. The realty is rented and the rents are payable on the fifteenth of each month for the past month, but no rent was collected by the trustee after October 15 until January I5, 1942, when he collected the rents due in November, December, and January. Under the act A's estate is entitled to one-sixth of the bond premium collected June i, 1942, since he was life tenant of the bond for one-sixth of the interest period, and to the rent due in October, November, and December, since he was life tenant on those due dates, but to no part of the January rent, since under the act rent is not apportionable and the tenant at the time the rent becomes due gets it all.
Illustration 2.-A by deed on November 1, 1941, transfers bonds, stocks, and real estate to his wife for life, remainder to his son. Under Section 4(2) of the Illinois act all bond interest, dividends, and rents collected during the life of the wife are her property, whether they accrued or were payable before November 1, 1941, or later.
Illustration 3.-On October 15, 1941, A dies leaving a will by which he gives bonds, stock, and real estate to a trustee for B for life, then for C. Interest accrued on bonds and rent payable before October 15 should, when collected, be added to trust capital. Dividends do not accrue from day to day and if paid after October i5, they should be treated as income for B, even if declared for a period a part of which extended back beyond (i) In respect to the Will of a person dying after this Act takes effect, all income to which the personal representative is entitled from property, except property sold or used for the purposes of paying legacies and discharging debts, taxes, and expenses of administration, earned or accrued during the period of administration of the estate of such testator and not payable to others or otherwise disposed of by the Will shall be distributed pro rata as income among the beneficiaries of any trusts created out of the residuary estate of such testator and the other persons entitled to such residuary estate. The balance of income earned or accrued during the period of administration shall be considered as principal. Nothing contained in this Section shall affect the right of any person to income on any portion of the estate not part of the residuary estate of such testator.
(2) Unless otherwise provided by the Will, the income beneficiary of any trust shall be entitled to receive income from the date of the testator's death provided that in determining the income to be paid to an income beneficiary of a pecuniary legacy in trust, the trustee shall be entitled to receive from the executor not only the designated sum but income thereon at the rate of return received by the executor upon the whole estate from the date of the death of the testator.
This section is not found in the Uniform Act. It settles some perplexing problems on which there has been a division of authority.
Illustration z.-A dies November i, i941, leaving a will by which he made the following gifts: legacy of $i,ooo to B; gift of $io,ooo to a trustee for C for life, remainder to C's children who survive C; gift of ioo shares of the common stock of United States Steel Corporation to a trustee for D for life, remainder to the children of D who survive D; gift of the residue of the estate to a trustee for E for his life, remainder to the children of E who survive E. The debts, legacy to B, taxes, and expenses of administration of A's estate paid by his executor amounted to $4o,ooo, to pay which the executor sold bonds of the X corporation at various dates during the executorial administration. Between the date of the testator's death and the dates of their sales these bonds earned $I,200 interest which the executor collected. The executor accounts and turns over to the trustees for C, D, and E the remaining estate property. Under the Illinois Act the trustee for C should collect from the executor $io,ooo, plus income at the average rate earned by the estate during administration from the death of the testator until delivery of the $io,ooo and this income should be paid by the trustee to C; the trustee for D should collect from the executor the ioo shares of stock bequeathed plus their income actually earned during the executorial period and this income should be paid to D; and the trustee for E should collect the residue of the estate from the executor, and should treat the income of $1,200 on the bonds of the X corporation as principal of the trust. The income on all property received by the trustee which was collected during the executorial year should be treated by the trustee as income of the residuary trust and be paid to E, and all other property received by him from the executor should be treated as trust principal.
Neither the Louisiana nor Oklahoma acts, nor the California and Minnesota drafts, contain any section corresponding to Section 5 of the Illinois act. The section does not affect the right of the legatee, B, receiving a cash legacy not under a trust, to receive interest on the amount given, beginning one year after the death of the testator.
The Restatement of Trusts, Section 234, is believed to harmonize with Section 5 of the Illinois act, and numerous authorities also support it. (i) All dividends on shares of a corporation forming a part of the principal, which are payable in the shares of the corporation, shall be deemed principal. Excepting as in this Section otherwise provided, all dividends payable otherwise than in the shares of the corporation itself, including ordinary and extraordinary dividends and dividends payable in shares or other securities or obligations of corporations other than the declaring corporation, shall be deemed income except that any such dividends or part thereof as shall be designated by the corporation as a distribution of capital assets shall be deemed principal.
Where the trustee or tenant in possession shall have the option of receiving a dividend either in cash or in the shares of the declaring corporation, it shall be considered as a cash dividend and deemed income, irrespective of the choice made by the trustee or tenant in possession.
(2) Where the assets of a corporation consist in whole or in part of property in lands from which may be taken timber, minerals, oils, gas or other natural resources, or of other wasting assets or property subject to depletion, amounts paid upon the corporate shares as cash dividends shall be deemed income or principal or partly income and partly principal as designated by the corporation and in the absence of such designation shall be considered as income.
(3) All rights to subscribe to the shares or other securities or obligations of a corporation accruing on account of the ownership of shares or other securities in such corporation, and the proceeds of any sale of such rights, shall be deemed principal. All rights to subscribe to the shares or other securities or obligations of a corporation accruing on account of the ownership of shares or other securities in another corporation, and the proceeds of any sale of such rights, shall be deemed income.
(4) Where a corporation is being liquidated, amounts paid upon corporate shares as dividends on arrears of preferred or guaranteed dividends shall be deemed income; all other amounts paid upon corporate shares on disbursement of the corporate assets to the stockholders shall be deemed principal.
(s) Where a corporation succeeds another by merger, consolidation or reorganization or otherwise acquires its assets, and the corporate shares of the succeeding corporation are issued to the shareholders of the original corporation in like proportion to, or in substitution for, their shares of the original corporation, the two corporations shall be considered a single corporation in applying the provisions of this section. But 3sDate when income begins: Harrison v. Com'r, 1i9 F. (2d) two corporations shall not be considered a single corporation under this section merely because one owns corporate shares of or otherwise controls or directs the other.
(6) The person who is entitled to a dividend shall be the tenant at the date specified by the corporation as the one on which the stockholders entitled thereto are determined, or if no such date is specified, then the tenant at the date of the declaration of the dividend shall be entitled thereto.
The trustee or tenant may rely upon the statement of the paying corporation as to any fact relevant under any provision of this Act concerning the source or character of dividends or disbursement of corporate assets.
This section is substantially the same as Section 5 of the Uniform Act, except that Subsections (2) and (7) are new and peculiar to the Illinois act.
Illustration T.-On October E5, 1941, A dies leaving a will by which he leaves his residuary estate to T in trust for B for life, remainder to C. When T receives the residuary estate he finds that it includes i) stock of the D Grocery Co.; 2) stock of the E Mining Co.; 3) stock of the F Oil Co.; and 4) stock of the G Realty Co., which T is entitled to hold under the trust. Thereafter, and during the life of B, the D Grocery Co. declares a ioo per cent stock dividend of its own stock, the E Mining Co. declares a 5 per cent cash dividend without a statement as to its source or object, the F Oil Co. gives its stockholders the right to subscribe to new stock at par, and the G Realty Co. goes out of business, sells its assets, and distributes the proceeds to its stockholders. T should treat the stock dividend of the D Grocery Co. as trust principal, the cash dividend of the E Mining Co. as trust income, the right to subscribe in the stock of the F Oil Co. or its proceeds as trust principal, and the G Realty Co. liquidating dividend as trust principal.
Illustration 2.-The facts are the same as in Illustration i above, except that the testator leaves the stock to B for life, remainder to C, and does not create a trust. B's duties with regard to the various benefits distributed are the same as those of T in Illustration i.
The Uniform Act is followed in Louisiana (sec. 71) and Oklahoma (sec. 29) and is modified only slightly in the California (sec. 5) and Minnesota (sec. 23) drafts.
The Uniform Act and Illinois act adopt, in a general way, the Massachusetts rule. They are, therefore, very different from the Restatement of Trusts, Section 236, which adopts the Pennsylvania rule as the better common law rule, gives ordinary dividends to income, extraordinary dividends no matter what their form to income only to the extent that they reflect corporate earnings during the trust's holding of the stock, gives stock subscription rights to principal, and' apportions liquidation dividends to bring to trust income the corporate income accumulated during the trust's holding of the stock.
Illinois had, previous to i94i, dearly adopted the Massachusetts rule regarding the distribution of benefits flowing from the holding of corporate stock, as between life tenant and remainderman. The rules announced in Section 6 of the Illinois act are supported by cases in the states following the Massachusetts rule, both as to ordinary3 6 and extraordinary37 cash dividends3 8 dividends in the stock of the declaring corporation,' 9 dividends in the stock of another than the declaring corporation,4 0 optional dividends, 4 1 dividends of a corporation with wasting assets, 42 (i) Where any part of the principal consists of bonds or other obligations for the payment of money which were purchased at a premium after the time the principal was established, the amount of such premium shall be amortized to the maturity of said obligation out of income subsequently collected thereon by deducting from such income each year during the remaining life of said obligation such sum as, together with equal sums similarly deducted and to be deducted in other years, will amount to the premium paid.
(2) In case of the sale, payment, exchange or distribution of any such bonds or other obligations prior to maturity, any loss or gain realized thereon shall fall upon or enure to principal, and no further adjustments shall be made between principal and income in regard to any unamortized balance of the premium.
(3) There shall be no such amortization as to bonds or other obligations purchased prior to the time the principal was established.
(4) There shall be no accumulation or amortization as to bonds or other obligations which are purchased at a discount and upon collection or sale the entire proceeds shall be credited to principal.
(5) Bonds or other obligations received by the trustee at their market value in lieu of cash in satisfaction of a cash bequest in trust, for the purposes of this Section only, shall be considered as purchased by the trustee after the time the principal was established, but if bonds or other obligations are received by the trustee as a specific bequest they shall be considered as purchased prior to the time the principal was established.
(6) Where any part of the principal consists of a bond or other obligation for the payment of money, bearing no stated interest but redeemable at maturity or a future time at an amount in excess of the amount in consideration of which it was issued, such accretion shall enure to income and shall be subject to apportionment under subsection (i) of Section 4 in the same manner as interest.
This section is like Section 6 of the Uniform Act in that it provides for no accumulation or amortization in the case of bonds bought by the trustee at a discount and also in that Subsection (2) is the same; but it differs from the Uniform Act as to premiums and Subsections (4), (5), and (6) of the Illinois act cover matters not specifically treated in the Uniform Act.
Illustration z.-A dies on October i, i94I, leaving a will by which he gives to T as trustee for A for life, remainder to B, $ioo,ooo in cash and specified bonds of the value of $ioo,ooo, some of which had been bought by the testator at a premium and some at a discount. The executor of A turns over to T in payment of the $ioo,ooo cash gift $5o,ooo in cash and bonds of the X Co. which have a face value of $45,o00 but which are quoted then in the market at $5o,ooo. With the cash received T purchases i) bonds of the Y Co. at ro5, 2) bonds of the Z Co. at 95, and 3) a United States savings bond for $875 which in ten years will have a maturity value of $i,ooo. Under the Illinois Act T has no duty to amortize or accumulate with regard to the bonds bought by the testator and received by the trustee as a specific bequest, but has a duty to amortize the $5,00o premium on the bonds received in lieu of cash; and T must amortize as to the bonds he bought at a premium, but need not accumulate as to those he purchased at a discount. The accretions on the United States savings bond when realized should be treated as income of the trust. In amortizing the premium T should use the "straight line" method, and deduct from each interest payment received by him on the bond such sum as, together with a similar deduction from all subsequent coupons until maturity, will equal the premium, without consideration of interest on such deductions. The deductions are added to trust capital at once and remain there no matter what happens to the bond, whether it is sold or called or held to maturity.
In Louisiana (sec. 72) the Uniform Act is followed, and the same is true in Oklahoma (sec. 3 o ) except that the savings bond case is covered by a clause harmonious with the Illinois act; 4 8 and the California (sec. 6) and Minnesota (sec. 24) drafts are similar to the Oklahoma section.
The subject matter of Section 7 of the Illinois act is covered by the Re- and Section 240, Comment h. The trustee is said to be permitted to amortize premiums if necessary in order to be impartial between life tenant and remainderman, and not to be under a duty to accumulate for discounts prior to the maturity and collection of the bond or after such collection unless the discount was due to the low interest which the bond carried. The accumulation of value on United States savings bonds is said to be income when collected. The common law authorities, although not numerous, support Section 7 of the Illinois act, and require amortization of premiums,4 9 but do not re- (i) Whenever a trustee or a tenant is authorized by the terms of the transaction by which the principal was established, or by law, to use any part of the principal in the continuance of a business which the original owner of the property comprising the principal had been carrying on, the net profits of such business attributable to such principal shall be deemed income.
(2) Where such business consists of buying and selling property the net profits for any period shall be ascertained by deducting from the gross returns during and the inventory value of the property at the end of such period, the expenses during and the inventory value of the property at the beginning of such period. Such inventory value shall in each case be the market value if there be one or the cost price of the articles comprising the inventory whichever is less.
(3) Where such business does not consist of buying and selling property, the net income shall be computed in accordance with the customary accounting practice, but not in such way as to decrease the principal.
(4) Any increase in the value of the principal used in such business shall be deemed principal, and all losses in any one calendar year, after the income from such business for that year has been exhausted, shall fall upon principal.
This is Section 7 of the Uniform Act, without important change. Illustration z.-A dies November 1, 1941, leaving his clothing store which he had operated alone, and without corporate or partnership form, to T as trustee for B for life, remainder to C. The trustee receives the stock of clothing and fixtures and operates the store as directed by the will. In ascertaining the income distributable to B at the end of a quarter, or year, or other accounting period selected by T, he should first add the inventory value at the end of the period and the gross receipts during the period, and then subtract from such total the expenses of the business during the period and the inventory value at the beginning of the peribd. The sum reached by this process is trust income. The same procedure should be followed by B if he were a legal tenant of the store for life.
Section 7 of the Uniform Act is copied in Louisiana (sec. 73), Oklahoma (sec. 31), and the California draft (sec. 7), but in the Minnesota draft (sec. 25) Subsection (4) is omitted.
The Restatement of Trusts, Section 233, Comment c, is in accord with Section 8 of the Illinois Act. It is believed that the common law decisions also support it.-' 
Section 9. Principal Comprising Animals.
Where any part of the principal consists of animals employed in business, the provisions of Section 8 shall apply; and in other cases where the animals are held as a part of the principal partly or wholly because of the offspring or increase which they are expected to produce, all offspring or increase shall be deemed principal to the extent necessary to maintain the original number of such animals and the remainder shall be deemed income; and in all other cases such offspring or increase shall be deemed income.
Section 8 of the Uniform Act is copied. Illustration x.-A dies November i, 1941, and leaves a will by which he gives all his property to a trustee to hold for the widow of A during her life, remainder to B. A part of the trust property consists of a farm on which hogs are raised. When the trustee takes possession of the farm there are ioo hogs on it. At the end of the first year of operation the hogs have increased to 200. In computing what part of the hogs constitute income for the widow, it will be the duty of the trustee to reserve ioo hogs as nearly like the original ioo as possible and treat those animals as trust principal, and to consider the remainder of the 2oo hogs as income of the trust.
Louisiana (sec. 74), Oklahoma (sec. 32), and the California (sec. 8) and Minnesota (sec. 26) drafts follow Section 8 of the Uniform Act without
change.
There appears to be no portion of the Restatement of Trusts which deals specifically with this topic.
The common law cases are believed to support the section52
Section so. Disposition of Natural Resources.
Where any part of the principal consists of property in lands from which may be taken timber, minerals, oils, gas or other natural resources and no provision is made in the transaction by which the principal was established for the disposition of the net proceeds thereof after the payment of expenses and carrying charges on such property, such proceeds, if received as rent on a lease, shall be deemed income, but if received as consideration, whether as royalties or otherwise, for the permanent severance of such natural resources from the lands, or as a bonus for a lease, shall be deemed principal to be invested to produce income. Nothing in this section shall be construed to abrogate or extend any right which may otherwise have accrued by law to a tenant to develop or work such natural resources for his own benefit.s3 This is Section 9 of the Uniform Act, except that the italicized words are new and that the Illinois act omits the following words which appear in the Uniform Act after the words "natural resources": "and the trustee or tenant is authorized by law or by the terms of the transaction by which the principal was established to sell, lease or otherwise develop such nat- A part of the trust property consists of land on which oil is discovered. The trust instrument permits development of the oil resources. The trustee grants to X permission to drill for oil in return for a royalty of one-eighth of the proceeds of the oil obtained. The trustee should treat the royalties as trust principal.
Louisiana (sec. 75) follows Section 9 of the Uniform Act. The Oklahoma act (sec. 33), after the introductory matter, substitutes the following language for the wording of the Uniform Act:
.... such proceeds, if received as extension payments on a lease or bonus for the execution of the same, shall be deemed income, but if received as consideration whether as royalties or otherwise, for the permanent severance of such natural resources from the lands, shall be apportioned to principal and income as follows:
Such percentage thereof as is permitted to be deducted for depletion under the then existing laws of the United States for federal income tax purposes shall be treated as principal and invested or held for the use and benefit of the remainderman, and the balance shall be treated as income subject to be disbursed to the tenant or person entitled thereto, or if no provision for such deduction for depletion is made by the then existing federal laws, then twenty per cent (20%) of the net proceeds thereof each year shall be treated as principal and invested or held for the benefit of the remainderman and the balance shall be treated as income and subject to be disbursed to the tenant or person entitled to such income. Such disposition of proceeds shall apply whether the property is producing or non-producing at the time the trust becomes effective.
Minnesota does not cover this question by her proposed Trust Administration Act. In California the relevant section of the Uniform Act is abandoned and it is provided (sec. 9) that where the trustee or tenant is not under a duty to change the form of the investment, or (the duty to change the form of the investment being absent) is authorized to develop the natural resources, the proceeds of development, whether in the form of rent, bonuses, or royalties, shall be considered income, and if such conditions do not exist and hence not all proceeds are income, then the life tenant shall get 5 per cent of the value of the property annually from such proceeds.
The Restatement of Trusts, Section 239, Comment g, states that the common law requires apportionment of the proceeds of wasting natural resources in whatever way will "preserve the value of the principal at the time of the creation of the trust."
The common law cases are in confusion 54 and no clear-cut rule can be drawn from them. The Illinois act recognizes the difference between rent paid for the privilege of exploring land which may contain oil or gas, and royalties paid for the extraction of the oil or gas. In the first case the lessee is not exhausting the property. The rent is not received from a wasting asset. But in the second case, that of royalties, the payments made are on account of the exhaustion or consumption of the property. In the first case the entire payment may be considered as income, without damage to the remainderman; but in the latter case the receipts are added to trust principal so that both life tenant and remainderman benefit. Where any part of the principal consists of property subject to depletion, such as leaseholds, patents, copyrights and royalty rights, but not including types of property described in Section io, the rents, royalties or return from such property not in excess of five (5) per centum per annum of its value shall be deemed income and the remainder principal.
In the case of a trust the value of the property referred to in this section shall be its fair value, at the time the principal is established, as determined in good faith by the Trustee or its cost where purchased later. Such value, except where based on cost, may be changed by the Trustee in any subsequent year or years provided the Trustee is of the opinion that the original valuation should be revised and such revised valuation, subject to any subsequent change in valuation as herein provided, shall be used in all future apportionments between income and principal but there shall be no reapportionment for prior years by reason of any such change in valuation.
Any such valuation or valuations shall be conclusive and shall be binding upon all tenants and remaindermen.
This section covers the same question as Section io of the Uniform Act, but varies from it considerably. The Uniform Act requires apportionment of the receipts from property subject to depletion only if the trustee or tenant is under a duty to sell the property and delays selling, and then provides for a return of 5 per cent on the value or cost of the property, but gives no method for valuation. The Illinois act gives the tenant 5 per cent on the value of the property, whether there is a duty to sell or not, and stipulates that the trustee may change the valuation of the property, if the facts warrant it. Illustration z.-In November 1941, A by will leaves to a trustee property to be held for B for life, remainder to C. A portion of the trust property is a leasehold in which A was the assignee of the lessor and X the lessee, under which X agreed to pay $ioo a month rent on realty for a period of ten years. Under the Illinois act it is the duty of the trustee to value the leasehold which he holds and pay to the life beneficiary 5 per cent of the value out of the annual rent payments, and to place the remainder of the rent in trust principal. If X, the tenant, gets into financial difficulties so that his rent is necessarily reduced, the trustee may revalue the leasehold on the basis of the prospective rent during the remainder of the lease.
The Louisiana (sec. 76) and Oklahoma (sec. 34) acts follow Section io of the Uniform Act, as does the California draft (sec. io), but the Minnesota code does not cover this matter.
The Restatement of Trusts, Sections 239 and 241, covers the subject matter of this section. It requires a trustee to amortize or sell all wasting property and, if there is a delay in selling, to apportion the proceeds so as to give the life tenant the income he would have had if the sale had occurred at the proper time and the proceeds had then been reinvested.
There are common law cases supporting the duty to apportion the proceeds of wasting assets of the type described in Section i. 5 The trustee is not entitled to set aside a depreciation reserve out of the income of real estate.
Section 12. Unproductive Estate. (r) Where any part of a principal in the possession of a trustee consists of realty which the trustee.is expressly directed by the trust instrument to sell, and such sale is delayed but is made before the principal is finally distributed, then if the total of the ordinary expenses payable out of income as provided in subsection (i) of Section 14 shall exceed the total income received from such realty for the entire period that such realty was held by the trustee, the tenant, or in case of his death, his personal representative, shall be entitled to share in the net proceeds received from the property as delayed income to the extent hereinafter stated.
(2) Such income shall be the difference between the net proceeds received from the, sale of the property and the amount which, had it been placed at simple interest at the rate of five per centum per annum from the time the trustee acquired title to the property to the time of sale would have produced the net proceeds at the time of sale.
The net proceeds shall consist of the gross proceeds of sale received from the property less any expenses incurred in disposing of it and less all carrying charges which may have been paid out of principal during the period while it was held by the trustee. There shallbe deducted from such delayed income anyincome received from such realty during such period which was paid to the tenant but if the amount of such income so received by the tenant from such realty shall exceed the amount to which he would be entitled under this Section, the tenant shall not by reason thereof be required to repay any part of such excess.
(3) Except as stated in the preceding subsections of this Section no portion of the proceeds of sale of property shall be deemed income by reason of the fact that such property, for any period of time, produced no income or produced an unusually low income. This is Section ii of the Uniform Act, considerably modified. The Uniform Act requires apportionment of the proceeds of realty or personalty not producing an average net income of i per cent per annum, where there is a duty to sell for any reason, and a sale is delayed, and the sale brings more than the inventory value of the property. The Illinois act requires such apportionment only where there is a duty to sell realty expressly imposed by the trust instrument, a delay in selling, and during the whole period of delay the property has more expenses than income. It is immaterial whether the proceeds are greater than the inventory value of the property originally.
Illustration I.-In November 1941, A dies, leaving a will which creates a trust for B for life, remainder to C, a part of the trust property being two vacant tracts of land, Y and Z. The will expressly directs the trustee to sell tract Y as soon as possible, contains no statement specifically regarding the sale of Z, but gives the trustee a power to sell all trust property. Tract Y is inventoried at $io,ooo and tract Z at $5,ooo when the trust begins. The trustee holds both tracts for two years, during which time they produce no income and taxes amounting to $4oo are paid on tract Y and taxes of $2oo are paid on tract Z, both payments being made from income of other trust property. At the end of two years tract Y is sold for $8,ooo and tract Z for $3,ooo, with a $2oo broker's fee for selling Y and a Sxoo fee for selling Z. The net proceeds of tract Z, $2,9oo, should be added to trust principal after reimbursing trust income for the $2o0 tax advance, since the will did not expressly direct a sale of this tract. The net proceeds of the sale of tract Y shofild be apportioned by finding what sum, if invested two years before the sale at 5 per cent simple interest would have produced $7,8oo, the net proceeds of the sale. A formula for P finding this sum is X TR X is the sum sought to be found; P is the net proceeds of the sale; T is the time in years during which a sale was delayed; and R is the rate of return expressed in decimal form. Thus, in this case the computation would be as follows:
X + 7,800 = $7,800 Therefore, the sum to be allotted to trust principal is $7090.9o and the sum to be awarded to trust income is $709.10. The Louisiana (sec. 77) and Oklahoma (sec. 35) acts follow Section ii of the Uniform Act, as does the California draft (sec. ii), but the Minnesota draft is silent on this subject.
The Restatement of Trusts, Sections 240 and 241, states a duty on the part of a trustee to sell unproductive or underproductive property, and if the sale is delayed to apportion the proceeds in such a way as to give the life tenant the income he would have received if the sale had been made immediately and the proceeds had been invested.
Under the common law cases if there is a duty to sell unproductive property, either because of a direction of the settlor or because the property is not a legal trust investment, and there is a delay in selling, the net proceeds of a sale are to be apportioned in accordance with the same procedure laid down in Section 12.6 Section 13. Mortgage Foreclosure Accounting. In any case in which a trustee shall hold a mortgage upon real property and such trustee shall acquire title to such real property by foreclosure or conveyance in lieu of foreclosure, such acquired real property shall be principal in lieu of such mortgage. The tenant shall be entitled to the net income from such acquired real property from the date of its acquisition and no allocation or apportionment as between tenant and remainderman of the proceeds of the sale of the real property previously subject to a mortgage shall be made.
The expenses of foreclosure or of conveyance in lieu of foreclosure and the arrears of taxes and other liens which accrued prior to such foreclosure or conveyance shall be S 6 Edwards v. Edwards, 183 Mass. 581, 67 N.E. 658 (19o3) charges payable out of principal. Where any monies have been advanced out of income to pay such expenses, taxes, or other liens they shall be reimbursed to income out of principal.
The Uniform Act has no special section on salvaging mortgages, but rather leaves the matter to be covered by the general section on unproductive estates, namely, Section ii. Due to the very complex and troublesome problems which have arisen with regard to defaulted mortgages in the last ten years it was thought best in Illinois to deal with the question in a separate section and to simplify procedure and accomplish substantial justice, rather than to require involved bookkeeping and accounting work in an effort to bring about exact justice between life tenant and remaindermen.
Illustration z.-In October 1941, A dies, leaving a will in which the residue of his estate is left to a trustee to hold for B for life, remainder to C. A portion of the trust property was a mortgage for $io,ooo on a business building. The mortgagor defaulted in payment of interest on the mortgage, the trustee foreclosed the mortgage, bid the property in for the amount of the debt and foreclosure costs, held it for two years during which time it was rented and produced a net income of $3oo a year, and finally sold the building for $6,ooo net. The trustee should pay the expenses of foreclosure out of trust capital, should pay to the life tenant the net income of the realty during the two year period during which it was held, and should treat the $6,ooo proceeds as trust principal. Although the interest on the mortgage was due to the life tenant, and the proceeds of the sale represent mortgage principal and mortgage interest, there should be no apportionment of the proceeds.
The Louisiana and Oklahoma codes have no separate section regarding salvaging of mortgages, thus leaving the matter to be controlled by the section having to do with unproductive estates. In the California draft (sec. iia) and the Minnesota draft (sec. 27) provision is made for the apportionment of the proceeds of the salvaging of bonds and mortgages, on the basis of the share of the income and principal accounts, respectively, in the investment. This was the New York rule prior to the adoption of a statute in that state.
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The Restatement of Trusts, Sections 24o and 241, covers this section under the head of unproductive property, no special treatment of the salvaging of defaulted mortgages being given.
Under the common law the courts have developed two types of calculation for the disposition of mortgage foreclosure operations. In Pennsyl-vanias 8 the transaction is treated as merely the sale of one type of unproductive property, with the result that the same formula employed under Section 12 is used; but according to the former rule in New York, 5 9 the net proceeds of the salvage were divided between life tenant and trust capital in proportion to the amount of income and capital which was invested in the mortgage, that is, the amount of defaulted mortgage interest and principal. The New York statute of 194o allocates to principal the entire sum received on foreclosure and sale, 6° and this law was the basis for the Illinois Section i3.
Section z4. Expenses-Trust Estates.
(i) All ordinary expenses incurred, in connection with the trust estate or with its administration and management including regularly recurring taxes assessed against any portion of the principal, water rates, premiums on insurance taken upon the estates of both tenant and remaindermen, interest on mortgages on the principal or other indebtedness, ordinary repairs, trustee's regular compensation (not including special compensation for work done in connection with the principal of the estate) shall be paid out of income.
(2) All other expenses including special compensation to which the trustee is entitled for work done in connection with the principal of the estate and any acceptance, distribution or termination fee which may be charged, also attorneys' fees and other costs incurred in maintaining or defending any action to protect the trust or the property or assure the title thereof, and cost of, assessments for, improvements to property forming part of the principal, shall be paid out of principal. Provided, however, that where attorneys fees and other costs are incurred in maintaining or defending any action to protect the trust or the property or assure the title thereof and the trustee is of the opinion that such costs were incurred on behalf of both the tenant and remainderman, or were due to the fault or cause of the tenant, the trustee may charge or apportion such costs in such manner as it may deem most equitable and the decision of the trustee shall be conclusive. Any tax levied by any authority, federal, state or foreign, upon profit or gain defined as principal under the terms of Subsection (2) of Section 3 shall be paid out of principal, notwithstanding said tax may be denominated a tax upon income by the taxing authority.
(3) Expenses paid out of income according to subsection (i) of this section which represent regularly recurring charges shall be considered to have accrued from day to day, and shall be apportioned on that basis whenever the right of the tenant begins or ends at some date other than the payment date of the expenses.. Where the expenses to be paid out of income are of unusual amount, the trustee may distribute them throughout an entire year or part thereof, or throughout a series of years. After such Section 12 of the Uniform Act has been modified by the insertion of the italicized new matter and by the omission of Subsection (4) of the Uniform Act which provided for the apportionment of special taxes or assessments for improvements. The Illinois act throws somewhat more of the compensation burden on trust principal, and puts the cost of special assessments for improvements and of the carrying charges of unproductive realty wholly on trust principal. Illustration x.-In a trust established for a life tenant and remainderman in November 1941, the trustee holds a real estate mortgage which has been defaulted and foreclosed, and the trustee buys the land in and holds it for five years before he can sell it. Special compensation allowed the trustee for handling this mortgage and realty might well be charged to trust principal, since the entire proceeds of the transaction would go, under the act, .to principal.
Illustration 2.-In a trust established for a life tenant and remainderman in October 1941, the trustee holds i) a city lot against which a special assessment for paving is levied, 2) a vacant lot in the suburbs which produces no income and is subject to $50 ordinary property taxes each year, and 3) a house and lot which produce an annual net income of $5oo and against which taxes for the past year are levied on January i of each year. The trustee should pay the special assessment and the taxes on the unproductive property out of trust principal. If the life tenant dies onr February 1, 1942, his estate should pay one-twelfth of the taxes due on the following January x with respect to the house and lot.
Louisiana (sec. 78) adopted Section 12 of the Uniform Act entire, but Oklahoma (sec. 36) omitted Subsection (4). The proposed Minnesota Code (secs. 27 and 28) follows Subsections (i) and (2) of Section 12 of the Uniform Act, with a proviso that the court may allow part of the expenses enumerated in Subsection (i) to be charged to principal, omits Subsections (3) and (4) of the Uniform Act, and provides that the expenses of unproductive realty are to be paid out of trust principal, with a right to reimbursement in a later year if there is any net income from that property. -_ 6z (Italics added.) The California draft (sec. 12) copies with some variation Subsections (1) and (2) of Section 12 of the Uniform Act, negatives the rule of Subsection (3), and omits Subsection (4).
The Restatement of Trusts, Section 233, Comments e, f, g, h, i, j, and 1, is in general harmonious with Illinois Section 14.
The common law cases usually support Section 14,62 although it is somewhat of an advance in its position regarding the duty of the remainderman to share expenses with the life tenant. 6 3 Subsection (4) with regard to the expenses of unproductive realty represents a recent trend 64 rather than the more conservative attitude of the older decisions.
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Section x5. Expenses-Non-Trust Estates.
(i) The provisions of Section 14, so far as applicable and excepting those dealing with costs of, or special taxes or assessments for, improvements to property, shall govern the apportionment of expenses between tenants and remaindermen where no trust has been created, subject, however, to any legal agreement of the parties or any specific direction of the taxing or other statutes; but where either tenant or remainderman has incurred an expense for the benefit of his own estate and without the consent or agreement of the other, he shall pay such expense in full.
(2) Subject to the exceptions stated in Subsection (i) the cost of, or special taxes or assessments for, an improvement representing an addition of value to property forming part of the principal shall be paid by the tenant, where such improvement cannot reasonably be expected to outlast the estate of the tenant. In all other cases a portion thereof only shall be paid by the tenant, while the remainder shall be paid by the remainderman. Such portion shall be ascertained by taking that percentage of the total which is found by dividing the present value of the tenant's estate by the present value of an estate of the same form as that of the tenant except that it is limited for a period corresponding to the reasonably expected duration of the improvement. The computation of present values of the estates shall be made on the expectancy basis set forth in the American Experience Tables of Mortality and no other evidence of duration or expectancy shall be considered.
Section x6. Time of Taking Effect.
This act shall apply only to estates of tenants or remaindermen of non-trust estates which become legally effective on or after the effective date of this Act, and only to trusts created by deed or agreement inter-vivos delivered on or after such date and only to trusts created by will where the testator died on or after such date.
The adoption of this act shall not be considered as declaratory of the law as it existed prior to its enactment and it shall not be so construed. Neither shall its adoption be considered as a criticism of, nor as in any way affecting methods of ascertainment of principal and income and the apportionment of receipts and expenses among tenants and remaindermen, which may have been adopted by trustees in the administration of trusts prior to the enactment of this act, nor to prevent the continued application of those methods as respects trusts to which this act is not applicable.
The first sentence of this section is the equivalent of Section 17 of the Uniform Act, but the last paragraph is new.
Illustration i.-A died in June i94i, leaving a will by which he gave his farm to his widow for life, remainder to his daughter. The will was not probated until September 1941. The rights and duties of the widow and daughter are controlled by Illinois law as it existed before July 37, 1941, and not by the Principal and Income Act.
Illustration 2.-A trust company is trustee of a trust established in 1935 and has been accustomed not to amortize for premiums on trust investments. Notwithstanding Section 7 of the Principal and Income Act of 1941 the trust company may continue its practice, if it believes the common law of Illinois supports it in so doing.
The Louisiana act (sec. i) limits its effect to new transactions. The Oklahoma act (sec. 54) states that it applies to new trusts "and all other wills and trust agreements and trust relations in so far as such terms do not impair the obligations of contract or deprive persons of property without due process of law under the Constitution of the state of Oklahoma or the United States of America," thus leaving for the Supreme Court of Oklahoma a nice question as to whether the act can be made retroactive. The Minnesota draft (sec. 48) applies to all trusts, except as it expressly provides otherwise. The California draft (sec. 15) applies to new trusts and "to all revocable trusts existing on and prior to that date and to all other trusts to the extent to which they may be at that or any later time amendable by the settlor in respect to matters covered by this act." If any provision of this Act or the application thereof to any person or circumstance is held invalid, such invalidity shall not affect other provisions or applications of the Act which can be given effect without the invalid provision or application, and to this end the provisions of this Act are declared to be severable.
